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The term "reserve"has been used in a variety of different 
senses and perforins a variety of different duties. In this con
nection Gilman”1 says, "the word reserve, as commonly employed , 
has no specific meaning. It may refer to a valuation account 
or to an appropriation of surplus. A valuation account in a prop
erly organized scheme of accounts should never be labeled a res
erve, since we find that it is so labeled by a majority of busin
ess men and accountants, it is essential that we. carefully dis
tinguish between reserve accounts which are appropriated surplus 
and those which are merely ofsets of asset accounts."

In a strict sense a reserve is an account with a credit bal
ance set up because the expenses of operation have decreased an 
asset or credited a liability, or because It is desired to set 
aside part of the profits from the surplus available for dividends, 
or to clearly earmark an unrealized profit.

This definition indicates that reserves are of two general 
classes:

Operating reserves, which are set up because some expense 
of operation must be recorded before the net profit is known;

Non-operating reserves, which are not necessitated by ex
penses and do not indicate a deduction from profits, but merely 
mark a portion of the surplus as not available for dividends or 
record unrealized profits.

There is a great deal of difference between operating and

1 Stephen Gilman, Principles of Accounting, p. 329.



non-operating reserves and for this reason it is confusing to call
both classes reserves. It is true that both classes decrease the 
surplus available for dividends, but there is a difference betwe
en an operating reserve indicating that an expense has decreased 
the toafcal profit, and a non-operating reserve which indicates that 
a temporary or permanent restriction against the use of a portion 
of the profits for dividends, or the earmarking of unrealized prof
its.

For the purpose of this thesis the following classification 
of reserves will be used:

A. Operating Reserves.
(1) Decreases in Assets--As Reserve for Depreciation
(2) Increases in Liabilities--As Reserve for Future Losses.

B . Non-Operating Reserves.
(1) Accounts set up to indicate that realized profits 

are to be used for some purpose other than dividends. 
The payment of dividends may be thus restricted be
cause part of the surplus has been appropriated, as 
indicated by the following example:
Stockholders or directors decide to limit the 
profits available for dividends for the purpose 
of setting aside a certain portion for the con
struction of a new building.

(2) Accounts credited with profits realized in some way 
other than by the regular operations. Such profits 
are ordinarily available for dividends and may be 
credited to Special Surplus, or Cajoital. Surplus. 
Premiums on Stock,""and profit on sales of fixed assets 
are examples of this.

(3) Accounts credited with unrealized or paper profits to 
keep them out of Surplus. For instance if real estate 
is written up because of a rise in market value, the 
increase is not a profit and should be kept out of 
Surplus. A credit to "Unrealized Profit on Real Es
tate Appraisal" expresses the situation more clearly 
than a credit to a reserve.

There are several other classifications of "reserves" some of which
are practically t e same as the foregoing and others very much



different. Kester for example, using the Balance Sheet as the 
basis of his classification, classifies reserves as follows:

"(l) reserves shown among the assets; (2) reserves shown among 
the liabilities; and (3) Proprietorship reserves." From this it 
is easily seen that asset and liability reserves are created by 
charges to expense accounts, whereas, proprietorship reserves are 
created by charges to the surplus account.

On the other hand, Finney3 classifies reserves in the same 
manner, practically, as used in the development of this thesis.
His division is:

"(I) Profit and Loss reserves, set up by debits to Profit and 
Loss, because some expense, properly chargeable to current 
operations, has resulted in:
(1) A decrease in the value of an asset, which may be:

(a) Certain in amount.
(b) Uncertain in amount.

(2) The creation of a liability, which may be:
(a) Certain in amount.
(b) Uncertain in amount.

(II) Surplus reserves, representing:
(1) Conservative provisions for possible future losses, 

not already incurred. If these losses do occur, 
they may be:

(a) Operating losses.
(b) Extraneous losses.

2

2 P. B. Kester, Accounting Theory and Practice, Vol. II, p. 454.
3 H. A. Finney, Principles of Accounting, Vol. II, p. 45-2.



(2) Appropriations of surplus, ear-marked as unavailable 
for dividends because of:

(a) Contracts with bondholders, with other credit
ors, or with preferred stockholders, required 
in connection with sinking funds.

(b) Actions by stockholders or directors intended 
to limit the payment of dividends for various 
financial reasons.

(Ill) Reserves for unrealized profits."
4Saliers , using the foregoing classification gives the follow

ing discussion on the outline:
"Profit and Loss reserves are set up by charges to nominal 

accounts or some section of the Profit and Loss account. They 
are necessitated by the fact that some expense has reduced net 
profit for the period. To be a true profit and loss reserve, the 
account must represent a provision for an expense or a loss which 
has already been incurred and is properly chargeable to current 
income. It is not necessary that its amount be definitely ascert
ainable, but there must be a certainty, or at least a high degree 
of probability, that the loss has actually been incurred as a

tresult of past operations.
"To show difference between a profit and loss reserve and a 

surplus reserve, assume that a company owns valuable machinery 
which it uses in manufacturing a peculiar type of product. A res
erve for depreciation is necessary because of the certainty that 
depreciation is continually taking place. Since depreciation i3

4 Earl A. Saliers, Accountants * Handbook, p. 284-286.



a proper charge against current operations, the reserve for dep
reciation is profit and loss reserve.

"The product manufactured by this machine may be superseded 
by some other article, or a new machine may be invented which 
will render the machine now owned obsolete. It may therefore be 
desirable to set up a reserve for supersession or obsolescence.
This will not be a profit and loss reserve because the loss has 
not yet occurred, there is no certainty that it will ever occur, 
and if it does occur it will not be a result of the company’s 
operations. If a provision is made for this possible loss and 
it would be conservative to make such a provision, it should be 
made out of surplus. The account representing the provision 
should be recognized as a part of the surplus and be shown so 
on the balance sheet.

"Profit and loss reserves may be divided into two subclas
ses: reserves representing deductions from value of assets, and 
reserves representing liabilities.

"In connection with reserves representing deductions from 
value of assets, term reserve should be used only in case amount 
of expense or loss, and consequently amount of decrease in asset 
value, cannot be definitely computed. This is the case with res
erves for depreciation, reserves for depletion, and reserves for 
bad debts. These titles should be retained. The layman is fairly 
familiar with them. The deduction of the reserve from the relat
ed asset account makes the nature of the reserve self-evident.
The layman can be relied upon to realize that an exact computation 
of the deduction is impossible and ‘that the reserve is an estimate.

"Reserves have often been set up to record decreases in asset



values which are exactly measurable. Assume example of a company 
which leases property for 10 years and makes leasehold improve
ments which will revert to the owner of the real estate at ex
piration of lease. The asset of leasehold improvements decreases 
in value exactly 1/10 of cost. Since amount of annual reduction 
in value is definitely kn wn, it is preferable to write down the 
asset.

"As to subclass of profit and loss reserves representing liab
ilities for expenses already incurred, the amount of the liability 
may be only an estimate, or it may be definitely known. If only 
an estimate, there can be no objection to use of* t*eserve title, 
although it is clearer to use a self-defining title, as estimated 
liability for taxes.

"As to surplus reserves, the two subclasses have this feature 
in common: they are part of surplus and should be so shown on the 
balance sheet. As to first subclass, conservative provisions for 
contingent losses, it may be further subdivided, for if the cont
ingency becomes a reality, loss may result in decreasing the value 
of an asset or in creating a liability. To illustrate, assume 
books are closed using market value of inventory at Dec. 31, which 
is lower than cost; but there is danger that the market may still 
further decline, causing additional loss. A reserve is set up by 
charging Surplus and crediting a Reserve for Market Fluctuations 
in Inventory. Thi3 reserve provides for a contingent loss on an 
asset.

"In the second subclass of surplus reserves, i.e., those which



are appropriations of surplus for financial purposes, we find the 
Reserve for Sinking Fund, Reserve for Working Capital and Reserve 
for Extension of Plant. For this purpose, it would be advisable 
to discontinue use of term reserve and use the term appropriated 
surplus, as Surplus Appropriated for Sinking Fund, etc. The sur
plus reserve accounts should be shown on balance sheet as part of 
surplus, thus:

Reserved for Contingent Fire Loss---------- $25,000
Appropriated for Sinking Fund---------------- IC ,000
Total Surplus not Available for Diviaends--$35,000
Free and Available for Dividends-----------  60,000
Total Surplus----------------------   $05,000

"In case of so-called sinking funds reserves, appropriated 
surplus should be amount which ought to be in fund if corporat
ion were exactly meeting its obligations in the matter of contrib
utions and if interest were being accumulated at theoretical rate 
used in determining amount of annual contributions. Thus fund 
account will show what is actually in the fund, while reserve 
will show what ought to be in the fund.

"These accovints should not be set up by charges to Profit and 
Loss, and their existence should in no way affect the Profit and 
Loss account. They may be either contractual or optional. The 
trust indenture of a bond issue may specifically require segreg
ation of surplus as well as the creation of a fund; or the require
ment may be implied by the provision that the sinking fund shall 
be provided "out of profits". Same may be said if Sinking fund 
is to be used to retire preferred stock.

"If Sinking Fund Reserve or Appropriated Surplus account is



required by contract, it should not be returned to surplus until 
last bondholder or preferred stockholder has been paid off through 
the sinking fund. This question rarely arises regarding sinking 
funds for bonds, but it does in regard to so-called sinking funds 
for preferred stock. When a sinking fund is created for bonds, 
bonds purchased for the fund are held alive; thus fund and reserve 
steadily increase in amount until maturity of issue. But sinking 
fund for preferred stock is increased by contributions and forth
with decreased by purchase and cancellation of stock. The fund 
rises and falls; it does not steadily accumulate. The appropriat
ed surplus is accumulated to safeguard working capital, to avoid 
jeopardizing future earnings, and to maintain company in an income- 
producing position that will enable it to meet future sinking 
fund requirements for retirement of remaining stock. Last pre
ferred stockholders to be paid off through sinking fund has right 
to this protection.

"Reserves for unrealiz d profits, the third class of reserve, 
are set up because fixed assets have increased in marketvalue and 
because write-up ought not to be carried to Surplus. The title 
unrealized increment, as, Unrealized Increment in Lend Value, to 
avoid use of the term reserve is suggested."

Returning to our previous classification we shall first dis
cuss Operating Reserves.

Operating Reserves Against Assets. When asset values are re
duced by reason of the use or exhaustion of the asset in operat
ions, it is necessary that 3uch reductions be charged against the 
profits. In some cases the most convenient for the most expedient 
method of obtaining the debit to Profit and Loss is by Making an



offsetting credit to a reserve. In other cases the credit is 
preferably made direct to the asset account. When a reserve is
set up, it is in effect a credit to the asset, but recorded in a
separate account. Such reserves must be deducted from the assets 
to compute the carrying value of the property, and for this reason
they are called Valuation Accounts. The decreases in asset values
may be of three classes:
(a) Decreases which are Gertain in amount which have unquestionab
ly taken place. Ia such cases it would seem better to credit the 
asset account than to set up a reserve. For instance, if rent is 
prepaid for a definite number of years, an asset of Leasehold will 
apear in the accounts. This asset diminishes in definitely ascert
ainable amounts periodically. There would seem to be scant justif
ication for setting up a reserve to record these periodical reduct
ions in value, a3 direct credits to the asset account would record
the known fact3. In this case the entry would be:

Dr.---Depreciation of Leasehold-------xxx
Cr. Leasehold Property----------  xxx.

(b) Decreases which have unquestionably occurred but which are 
uncertain in amount. The depreciation of fixed assets, the dep
letion of such wasting assets as mines and quarries, and the loss 
on doubtful accounts receivable and notes receivable, illustrate 
such decreases. As the amounts of these losses cannot be deter
mined accurately, but must be estimated, the credits are prefer
ably made to reserve account rather than to the asset accounts.
In this c se the entry would be:

Dr. Depreciation--Building  ------------- ----xxx
Cr. Reserve for Depreciation--Buildings  xxx.



Such reserves or valuation accounts should be taken into consider
ation in valuing their related assets. Thus the Reserves for Dep
reciation and the Reserve for Doubtful Accounts, being valuation 
accounts are preferably deducted from the assets on the balance 
sheet, rather than shown on the liability side. For example:

Name 
Balance Sheet 

Date.
Assets: Liabilities:

Current Assets:
Accounts Receivable xxx 
Less: Reserve for Doubt

ful accounts--- -xxx
Total Current Assets xxx

Fixed Assets:
Buildings------------ xxx
Less: Reserve for Dep

reciation----- xxx
Total Fixed Assets xxx

Total Assets xxx

(c) Decreases which have not yet occurred but which business exp
erience shows are liable to ocuur. Such contingent losses might 
be charged to surplus when they develop, but conservative account
ing would seem to require a periodical provision for them so that 
no single period will be compelled to bear their entire burden.
The hazards of less through the obsolescence or inadequacy of plant 
assets, through the supersession of machinery or patents, and 
through accidents to equipment, are contingencies for which prud
ent accounting urges a provision. Since such losses are incident 
to the use of the assets in operations, and since the distribution 
of the prospective loss over a series of periods is desirable, a 
charge to Revenue should be mafie to include among operating expen
ses such an amount as experience and judgment indicates to be



reasonable.
Such reserves do not represent accrued decreases in assets, 

and hence are not true valuation accounts. It would seem preiar
able, therefore, from a theoretical viewpoint to show them on the 
liability side of the balance sheet rather than a3 deductions from 
assets. From a practical viewpoint, however, such contingencies 
are usually so closely related to depreciation and exhaustion that 
a single reserve is set up to provide for the losses from both 
sources. The reserve is then dealt with as a valuation account 
and deducted from the asset on the balance sheet.

Reserves are sometimes shown on the liability side of the 
balance sheet. But, most authors seem to favor the deduction of 
valuation accounts from the assets. A reserve for depreciation 
is a very unreliable measure of the liability to make expenditures 
for replacements both because the equipment, though depreciated, 
may require no immediate expenditures and because a change in pri
ces may cause a considerable variation between the book deprecia
tion on the old asset ana the co3t of replacement with s^new asset.

Regarding the position of reserves in the balance sheet, 
Montgomery says:

"The distinction lies in the purpose for which the account is 
created. If the debit or offsetting entries are proper charges 
against income, then the accounts should be deducted from the 
assets to which they relate, or else they should be set up as 
liabilities and should never be grouped with the surplus account. 
On the other hand, if the accounts represent sums set aside after 
the net income of an enterprise is properly determined, to conser
ve its financial interests by reducing the surplus available for 
5 R. H. Montgomery, Auditing, Theory and Practice, Vol. I, P. 267.



dividends, these sums in reality form part of the general surplus 
of the business. In preparing balance sheet, these latter accounts 
should be stated as a section of the surplus account."

It is sometimes argued that reserve for doubtful accounts sh
ould be classified just as are provisions for contingent losses.
But, in reality, few, if any, accounts can be known to be bad when 
the reserve is set up, the loss may not yet seem to occur. The loss 
however, is sustained when the sale is made to a debtor whose ac
count eventually proves uncollectible. The sale causes the loss; 
the discovery of uncollectibility merely discloses the loss.

Feserves Representing Liabilities. At the close of the accounting 
period there are usually expenses which should be included in 
the revenue account, but which have neither been paid nor credit
ed to liability accounts. In some cases the liability for these 
expenses may properly be shown as reserves; in other cases accrued 
liability accounts may be preferable. The following classificat
ion of liabilities is similar to the preceding classification of 
decreases in assets.
(a) Liabilities which unquestionably have been incurred and which 
are certain in amount. Accrued wages and accrv.ed interest payable 
are illustrations, While such liabilities are sometimes shown as 
reserves, the certainty of the existence and amount of the debt 
makes it preferable to record them as Accrued Wages and Accrued 
Interest. They will therefore, be shown among the Current Liab
ilities in the Balance Sheet.
(b) Liabilities for expenses which have already been incurred, 
but the ssnount of which are uncertain. For instance, if A con-



cern exercises the right to remove clay from a tract of land, sub
ject to the provision that the surface must be recovered with 
black dirt, the expense of resurfacing accrues in proportion to the 
area worked during any period; but since the total cost of resur
facing can be only estimated, the annyal expense cannot be defin
itely computed and hence the charge to operations should be off
set by a credit to a reserve rather than to an accrued liability 
account.
(c) Liabilities not yet incurred but which experience shows will 
probably arise out of some contingency. When such contingencies 
practically amount to certainties over a considerable period of 
time, ana when it is desirable to equalize the charge by spreading 
it over the life of the enterprise instead of burdening the per
iod when the loss develops, a reserve may be properly set up. For 
instance, if a concern employs workment who are liable to injury 
for which the concern may be involved in damages, or if a public 
service company is subject to the hazard of incurring liabilities 
on account of injuries, a reserve may be set up to equalize such 
charges.

An illustration of an operating charge with an ofsetting cred
it to an operating reserve representing a liability is given below;

Dr.---Cost of Resurfacing Land--------------xxxx
Cr.---Reserv- for Resurfacing land------ xxxx.

The following entry is an example of an operating charge with 
an ofsetting creait to an operating reserve representing a reser
vation of profits for contingent losses;

Dr. Insurance---------   -xxxx
Cr. Reserve for Insurance  xxxx.



It would probably be well at this time to discuss the relat
ion of reserves to profits. In setting up operating reserves
when the purpose of the reserve is to record decreases in assets 
or increases in liabilities affecting profits, the amount cred
ited to the reserve should be determined after a very careful con
sideration of the accruing expense. In the case of reserves meas
uring decreases in asset3 it is often impossible to strictly accur
ate; depreciation and bad debts can usually be only roughly est
imated, but the estimate should be as exact as possible; other
wise the expense will not be equitably apportioned among the var
ious periods.

When the reserve measures a liability it is wise to put at
tention on the debit to revenue for the expense rather than on 
the credit to the reserve for the liability. For the reserve 
should be set up proportionately to the accruing expense if a 
correct statement of profits is to be obtained. The point of 
utmost importance is the basis on which the expense accrues. In 
the case of the reserve for resurfacing clay lands, mentioned 
above, it might seem that if the concern holds a ten year lease 
on the land, the reserve should be set up in e^ual tenths each 
year. However, when the basis of the expense accrual is thought
fully considered, it will be seen that the expense accrues and the 
reserve should be set up proportionately to the working of the land.

Probably the most confusing case met is that of a contract 
requiring the setting aside of cash in a special fund with which 
to pay the liability represented by the reserve. There seem3 , in



such cases, to be an almost irresistible impulse to ignore the bas
is of expense accrual and look only at the contract in regard to 
the fund. Referring again to the illustration of resurfacing clay 
land3 , let us assume that A owns the land and that the B Company 
makes a contract with him permitting them to mine the clay for a 
period of ten years. The contract also requires that the B Comp
any shall resurface all land stripped in mining, and that as a 
guarantee of their performance of thi3 portion of the contract 
they shall deposit the sum of #1,000 at the close of each year 
with the Y Trust Company as a fund to be used in payment of the 
resurfacing expense.

The provision in regard to the fund must not be allowed to 
confuse the student in determining what annual amount should be 
charged to operations and credited to a reserve. It i3 clearly 
seen that a clear distinction be maintained between the contract 
terms governing the fund and the basis of expense accrual govern
ing the reserve. The fund is a financial expedient to safeguard 
A in the resurfacing of his land; the reserve is an accounting 
necessity in expressing the operating profit on the books of the 
B Company. The fund should be set aside in accordance with the 
contract, but the reserve should be set up on the basis of the 
expense accrual. The fund should be increased $1,000 annually but 
there are several reasons why the annual credit to the reserve 
would probably be more or less than $1,000.

In the first place the total expense of resurfacing may be 
greater or less than $10,000. If greater, the B Company will 
have to pay the excess from its general cash; if less, the res-



idue in the fund will return to the B Company. The contract re
quires that the land must be resurfaced whatever the cost; the 
$10,000 fund is merely a guarantee.

In the second place the expense accrues as the clay is mined. 
The more land area stripped each year, the greater resurfacing 
expense caused by the years operations. The company's engineers 
should therefore estimate the cost per cubic yard for resurfacing 
and the accountant should charge Revenue and credit a Reserve on 
this ba3is.

The contract with A might require the entire $10,000 to be 
deposited before any operations began, or at the end of the fifth 
year, or at any time. Or the contract might contain no provision 
in regard to a fund. The annual charge to operations and credit 
to the reserve would be the same in any event. If the accountant 
properly analyzes the basis of expense accrual, reserves for oper
ating expenses will involve few difficulties; but if he ignores 
the expense and thinks of the reserve from the standpoint of a
liability, he is in danger of falling into many errors. In the
above illustration he may think that the company "oves" the trus
tee $1,000 annually, and credit the reserve accordingly. This 
would be wrong because the reserve should be based on the accrued 
expense and not on the amount of eash which the contract requires
the company to deposit in the fund. If at the end of, say, eight
years he finds that the company has set up no reserve and has 
violated its contract by depositing only $5,000 in the fund, he 
may think that he should charge Profit and Loss and credit the 
reserve with $3,000, because of the "liability? to deposit that



amount with the trustee. This would be wrong for two reasons.
First, the $3,0C0 charge to Profit and Loss would probably be 
much larger than the one year's expense; second, the total exp
ense accrued in eight years, and hence the total reserve, would 
probably be considerably more than $.3,000. This entry would over
state the year's expense, and understate the total reserve, and 
leave the fund still deficient #3,000. And, looking only at the 
liability, if the contract did not require any fund, the account
ant might err in wholly ignoring the reserve.

An important point regarding the distribution of expenses 
among periods arises when reserve requirements have been Ignored.
As the Revenue account is an exhibit of the transaction of the cur
rent period, any profit or loss that is not a result of the regular 
transactions of the current period should be credited or charged 
directly to Surplus. In an individual proprietorship or partner
ship there is no Surplus and the entries would be made in the cap
ital accounts. When reserve provisions have been Ignored the 
profits of the prior periods have been overstated. The reserve 
should therefore be credited sufficiently to represent the total 
accrued expense, and the debits should be divided equitably betwe
en Surplus, or Capital Accounts, and Profit and Loss. The Surplus 
charge will adjust the profits of prior periods, and the Profit and 
loss charge will apportion only the equitable share to the current 
period.

We now come to the second large division of reserves Non-
Operating Reserves. The first point to be considered hereunder 
will be that of appropriation of profits by stockholders or direct
ors .



After a business has been in successful operation and has 
made profits for a period or series of periods, the books will 
presumably contain a Surplus account. The business will also pre
sumably have cash or other assets which the profits furnished.
If the directors choose to use the surplus for dividend purposes, 
cash or other assets will be distributed and Surplus charged.
If however, it is desired to retain the assets in the business 
instead of using them for dividends, a resolution to that effect 
spread on the minutes would make a portion of the surplus at least 
temporarily unavailable for dividends. While this resolution does 
not necessitate a book entry, some accountants have debited Surp
lus and credited a reserve to indicate such an appropriation. The 
effect is a decrease in the Surplus account, and the purpose is 
to indicate that the surplus available for dividends has been dim
inished. Otherwise the stockholders, seeing a large balance in 
the Surplus account, might "clamor" for greater dividends, or 
prospective purchasers of the stock might be led to expect larger 
cash dividends.

It should be understood that reserves are part of the Surplus. 
The fact that the directors vote to use part of the assets produced 
by the profits to purchase an asset or pay a liability instead of 
for dividends, does not cause a loss nor decrease the net worth.
As an illustration, assume that the condition of the business at 
the end of a certain year is represented correctly as follows:
Miscellaneous Assets $100,000 Liabilities $25,000
Building 50,000 Capital Stock 100,000

  Surplus 25,000
150,000 $150,000



The directors decide to reserve $20,000 for plant construction, 
and the bookkeeper is instructed to make an entry setting up a 
reserve to indicate their purpose. After making the entry, the 
conditions would be:
Miscellaneous Assets $100,000 Liabilities $25,000
Building 50,000 Capital Stock 100,000

Surplus 5,000
Reserve for Plant Con

struction ;,-20 ,000 
vl50,000 $150,000

The surplus is really #25,000, as the resolution of the directors
does not cause a loss. Setting up the reserve merely separates
the surplus into two portions and indicates a more or less def
inite plan to use part of the assets to increase the plant instead 
of distributing cash as dividends to the extent of the entire sur
plus. The directors may at any time reverse their action, return 
the Reserve to the Surplus account and use it for dividends.

The reserve will normally return to Surplus eventually in any 
event. If a plant addition i3 purchased or constructed, the plant 
account will be charged and cash credited. No entries will be made 
in the reserve because the payment of cash for a plant does not 
cause an increase or decrease in Surplus. But after the construct
ion ha3 been completed there would be no propriety in retaining 
the reserve, and it can be transferred to Surplus. The balance 
sheet would show:
Miscellaneous Assets $80,000 Liabilities #25,000
Building 70,000 Capital Stock 100,000

_______  Surplus 25,000
$150,000 $156,000



Since reserves of this nature are really part of the Surplus
and eventually return to Surplus, it would seem better to keep the
accounts in such a way that they would appear clearly as part of
the Surplus. It is therefore suggested by some accountants, that
the term Appropriated Surplus would be preferable to Reserve,
since it indicates that the profits have been put to a particular
purpose but not decreased by a loss. If thi3 term were employed,
the second balance sheet in the Illustration would be:
Miscellaneous Assets $100,000 Liabilities $25,000
Building 50,000 Capital Stock 100,000

Surplus:
Appropriated for con

struction 20,000 
Available for Dividends 5,C00_ 

*150,000 $150,OOv"

We now come to another division of non-operating reserves; 
that of sinking funds and sinking fund reserves. There is a great 
deal of discussion among accountants as to the necessity or right 
of setting up a Sinking Fund Reserve when a Sinking Fund is creat
ed for the purpose of redeeming bonds. This discussion has arisen 
out of the fact that profits usually furnish the money with which 
to purchase securities for the fund. As a rule the business that 
issues bonds for the purpose of raising money to carry on its oper
ations is obliged to invest its available funds, whether derived 
from stock or bonds, to a very large extent in fexed assets, and 
seldom has more than enough floating or active capital to take 
care of its active liabilities. When confronted with the necessity 
of raising a definite sum each year and transforming it from work
ing capital into a sinking fund, it is clear that the only way it 
can do it is by accumulating it, by not distributing its profits



among its stockholders. Since the bond holders are interested 
in the accumulation of a sinking fund it would be to their ad
vantage to require that the contribution to the sinking fund 
shall be made before dividends are paid.

Many accountants are said to err by charging Profit and Loss 
and crediting a Sinking Fund Reserve annually for the amount of 
the required contribution. This assumes that the business suffers 
a loss when it sets aside money to pay a debt. Since there is no 
loss involved in paying a debt, it is difficult to see how any 
loss is incurred in a setting aside money with which to pay it.
One who contends that the contribution to a sinking fund should 
be charged to Profit and Loss could a3 logically contend that 
the entire proceeds of a bond issue should be credited to Profit 
and Loss. The error arises from treating the Sinking Fund Res
erve as an operation reserve. If any reserve is set up it should 
be one of the non-cperating, or appropriated surplus group, indic
ating that real profit or surplus has been dedicated to some pur
pose other than dividends.

An anaylisis of the real nature of a sinking fund to provide 
for bonds not yet due, will strengthen the argument against set
ting up a reserve by charging Profit and Loss. If the money thus 
accumulated is used to buy up 3ome of the bonds for whose eventual 
payment it is intended, and those bonds are charged directly to 
the bond account, it hardly seems possible that any one should 
advise that a reserve account should also be set up. The establ
ishment of the sinking fund is in reality only a division of the 
bond account into two parts: Bonds, representing the gross credit, 
and Sinking Fund, the debit side of the account. If in the case



of the direct charge to Bond account of the bonds bought, there 
is no occasion for a charge to Revenue, it is difficult to under
stand why the charge to Revenue should be necessary when the charge 
to Bond account is temporarily suspended; for it must not be 
forgotten that the eventual charge is against the bond account, 
and that the device of the oinking fund is a temporary one only, 
resorted to so that the interest on the fund may be properly cared 
for, and also because the securities in the fund are not always 
nor necessarily the identical bonds that ate to be redeemeu.

If the Reserve account has been set up, we would have at the 
maturity of the bonds, say for $100,000, the following accounts 
on the books:
Dr. Sinking Fund $100,C;0

Cr. Bonds $100,000
Cr. Reserve for Bonds 100,000.

Realizing on the sinking fund and with it paying off the 
bonds we would have still remaining a credit of $100,000 to Res
erve for Bonds, with no bonds outstanding, and therefore no neces
sity for the reserve. The only way it can be disposed of is by a 
credit to Surplus, but no explanation has ever been given as tc 
why it was ever charged to Profit and Loss and kept our of Surplus.

The whole confusion arises from a failure to comprehend the 
true character of the sinking fund as a change in the name of an 
asset from cash to sinking fund, without destroying its character 
as an asset. It might seem as if this were only a question of 
names with no practical bearing whatever, but it is really of vit
al interest to the stockholder in estimating the book value of his 
stock.



The Surplus account should show the total undivided net earn
ings of the company to date, regardless of the manner in which 
the funds realized from this total surplus are represented inthe 
assets, whether in cash, in new plant or in sinking fund bonds.

While the creation of a sinking fund reserve cannot be just
ified if it is set up by charging Profit and Loss, and thus treat
ed as an operating reserve, it would be proper to show an approp
riation of the Surplus on the balance sheet. The wording of the 
contract with bondholders requiring the establishment of a sink
ing fund out of profits may be such as to make the payment of a 
dividend a violation of the contract if the excess of profits over 
sinking fund requirements is not equal to the dividend. It might 
seem that the bondholders would be amply protected if the sink
ing fund contributions are regularly deposited, and that their 
interests would not be jeopardized if the corppration sold fixed 
assets or issued notes to obtain cash with which to pay a divid
end. But the bondholders are interested in the maintenance by 
the company of an adequate plant and working capital to carry on 
successful operations to meet the bond interest and make future 
sinking fund contributions. If the profits produce only enough 
surplus assets to provide the sinking fund deposit, the bondhold
ers' interests would be endangered if the company sold part of its 
plant or reduced its working capital in order to pay a dividend.
The bondholders will be doubly safeguarded, therefore, if the trust 
indenture requires not only an accumulating fund, but also the 
appropriation of a portion of the surplus. In order to meet the 
views of those who claim that a portion of the Surplus correspond



ing to the sinking fund has been rendered unavailable for dividends, 
owing to the financial necessity of the situation, and yet preserve 
the true nature of the surplus, it would be entirely proper to div
ide the surplus account into two parts, Appropriated Surplus, rep
resenting the portion whose proceeds has been locked up in the 
Sinking Fund, and Free Surplus which is available for dividends. 
Both form a financial and an accounting standpoint.

If the sinking fund requirements have not been fulfilled, 
this fact would teccire evident by comparing the amount of the 
sinking fund on the asset side with the amount of the appropriat
ed Surplus. It is not imperative that an account be opened with 
the appropriated surplus on the ledger unless the trust indent
ure requires the appropriation, as the separation on the balance 
sheet would display the facts.

Operating profits are the normal source of a corporation's 
dividends, but there are numerous transactions which occur more 
or less frequently which are not a part of the regular operat
ions and yet increase the net worth of the business. A portion 
of the fixed assets of a business may be sold at a price exce
eding their carrying value; investments in stocks or bonds may 
be sold at a price exceeding their cost; or a settlement with 
an insurance company may realize cash in excess of the carrying 
value of the property destroyed. Such transactions produce a 
real increment in net worth and there is nothing illegal in 
crediting the increment to Surplus and using it for dividends. 
Similarly if stock is issued at a premium, it is legal to use 
the premium for dividends unless some stipulations in the issue 
forbid such use.



While such increases in net worth may legally be used for 
dividends, many accountants believe that the non-operating nat
ure of their origin makes it desirable to segregate them, cred
iting only operating profits to Surplus. Realized non-operating 
profits are a legal source of dividends; in general they may prop
erly be credited to Surplus; ana if a separation of such profits 
i3 made desirable by reason of a contract such as might be made 
with the purchasers of stock at a premium, or by reason of a res
olution of stockholders or directors, or merely to distinguish 
them from operating earnings, there can be no objection to such 
separation. But it is recommended that some account other than 
a Reserve be set up, so as not to confuse such a credit account 
with an operating reserve. Such items might be credited to a 
Special Surplus account, but in stating the Surplus in the balance 
sheet the special surplus and the surplus from operations should 
be shown together.

While there is no positive necessity for keeping realized 
extraneous profits out of Surplus, the situation is quite differ
ent with unrealized profits. From the academic standpoint assets 
should never be written up above their cost because a book or paper 
profit is thus put into the accounts. There are occasions, however, 
when extreme pressure is brought to bear in favor or writing up 
fixed assets when their present value is greater than their book 
value. Where an appraisal, for instance, discloses the fact that 
market values have materially increased and that a disinterested 
and expert valuation of property exceeds the book value, it is 
difficult to adduce reasons which will satisfy a client that his



property should not be carried on his book3 and shown in his 
statements at its fair value.

An accountant, it is said, cannot sanction writing up the 
property if the offsetting credit is made to Surplus because of 
the danger that the unrealized profit may be considered a realized 
profit and utilized for dividends. But it would seem that the 
reasonable desires of the client, as well as legal and accounting 
requirements, should be satisfied if the charge to the asset ac
count is offset by a credit to Unrealized Profit on Flant Reval
uation, and if this credit is steadfastly maintained unavailable 
for dividends. The word reserve is purposely omitted from the 
title of the account, because "unrealized profit" is a more expl
icit term, and because it seems that accounting terminology would 
be more precise and would convey finer distinction of meaning if 
the word reserve were used only for those asset credits offset by 
charges to Revenue fo>* operating expenses.

Another type of reserve, which, not included in reserves 
as we have discussed them, is never-the-less a reserve and we 
shall devote a few paragraphs to it. The topic is Secret Res
erves .

A Secret Reserve is a device by which the condition of a 
business is made to appear less favorable than it actually is, 
through the action of the managers without the knowledge of the 
board of directors, or of the board itself without the knowledge
of the other stockholders.

6Jinney in regard to the operation and theory of the secret 
reserve, says:

6 Finney, op, cit., p. 45-11.



"In a prosperous year, when profits were above normal, it 
was wise to conceal the company's prosperity, partly to avoid 
attracting competition and partly to avoid creating in the stock
holders' minds an expectation for similarly abnormal profits in
the future. The directors therefore wrote off excessive deprec-

7iation or resorted to some other method of overstating the exp
enses. In a subsequent year, when profits were subnormal, and 
when a disclosure of this fact might adversely affect the stand
ing and stability of the corporation, the assets formerly writ
ten down were written up to make a surplus or profit and loss 
credit, and an appearance of uniformity was thereby maintained."

In regard to the methods of creating a secret reserve, Pink-
8erton gives the following outline:
"1* Reducing the total value of the assets by

a. Charging additions or betterments to expense.
b. Charging assets of real value off the books against 

Profit and Loss or Surplus.
c. Writing down the book value of as ets of real value 

beyond what is proper, either through the taking of 
excessive depreciation or by arbitrary write-offs.

Increases in the showing of liabilities improperly by
a. Entering fictitious liabilities.
b. Overstating actual liabilities.

"Examples of 1 above are:
1. Charging additions to repairs.
2. Creating excessive allowances for bad debts.
3. Charging manufacturing cost to expense, thus reduc

ing inventory values of goods in process and finished 
goods.

"When hidden reserves are created intentionally, they usually 
result from the following motives:

1. To be conservative or to avoid any possibility of 
being accused of misrepresentation.

£. To JLessen taxes by understatement of net worth or 
Profit.

3. To keep stockholders in ignorance of true conditions, 
either: ^

a. Fraudulently, to induce some of them to sell
7 InfraT
8 P.W.Pinkerton, The Surplus of Corporation;E.A.Sailers,op,elt,p 313.



their stock for less than it is really worth; or
b. With honest intent, tha\ there may be a hiddeij 

surplus from which dividends at the same rate may 
be declared in years of lean profits.

4. To keep competitors in ignorance as to real worth of the 
business."

Those who defend the establishment of a secret reserve seem 
to look upon the company as an unchanging entity, and claim that 
it is better to conceal abnormally large profits one year so as 
to provide against the necessity of showing unusual losses in 
another year. In the case of a close corporation whose stock
holders, or of a partnership whose members, know all about the 
business, there would be no serious objection, but there would 
also be no special reason for doing it. It would then be about 
on a level with the practice of the man who sets his watch five 
minutes ahead so that he may The sure to catch his train. In the 
case of a company whose stock ia somewhat scattered, and may be
sold at any time on the basis of the statements furnished to the
stockholders, it seems impossible to find any justifucation for 
the practice. The seller of such stock is unquestionably defraud
ed out of the increased price that he could have obtained if the 
true condition had been known to him and to the buyer. If the
buyer happens to be one of those on the inside, with knowledge
of the secret reserve, while the seller is ignorant of it, the 
injustice to the latter is still greater.

To obtain a clearer idea of the injustice of such a practice 
it is necessary only to look at the true nature of a corporation.
It is nbt probable that any one would defend the managing partner 
of an ordinary co-partnership if he deliberately understated profits 
so as to prevent his partners from drawing out a greater dividend



than he thought proper. But the president and directors of a corp
oration are simply the managers of a partnership affairs, the act 
of incorporation being for the purpose of limiting the liability 
and for greater convenience ofjaction, but not in any way causing 
the company to differ from an ordinary partnership other than in 
these points.

The point that is intended to be made clear is that the busi
ness belongs to the stockholders and that they are entitled to 
all the information about it that it is possible to give them.
If they make a foolish use of it by insisting on the payment of 
unwise dividends, or in any other way, it is no one's concern but 
theirs, and without their express consent, no one is authorized 
to constitute himself their guardian in the administration of 
their property.

It may be objected that the secret reserve is often contain
ed in items that have temporarily or permanently risen in market 
value abo ve the cost at which they are carried on the bocks, and 
that the conservetive man is opposed to writing up the book value 
and showing an unrealized profit. The answer to this objection 
is that exception is not taken to the reserve itself, but only 
to the Balance Sheet, or other statement submitted to stockhold
ers, the increased value is indicated. If, for instance, it is 
in Stocks and Bonds, the amount at which these are carried on 
the books would remain in the balance sheet, but there should be 
a note appended giving the market value.

It has been argued by seme accountants that, if a company 
has legitimately placed goodwill on its books by purchase, and 
afterwards writes it off against Surplus, it thereby establishes



a Secret Reserve. Leading Accountants seem however, to disagree 
with this. It is true that the surplus has been carried, and that 
the good-will from the balance sheet is no secret, as any one can 
see that it is not there. It is also true that, if the surplus 
it taken to be the measure of the past earning power of accompany, 
the reduction of the surplus would indicate a smaller earning 
power unless it is accompanied by a statement that no dividends 
had ever been paid. In order to find the earning power it is 
necessary to have a condensed statement of the Surplus account, 
showing all the yearly operating profits credited to it and all 
the dividends and other items charged to it during the years.
Sueh a statement would disclose the fact tin t the goodwill had 
been charged off, and again there would be no secret.

If writing off the goodwill creates a secret reserve, the 
Surplus account contains the key to the secret and an inspect
ion of the Surplus statement will disclose it. If the goodwill 
continues to be worth what was paid for it, writing off the accou
nt will cause the balance sheet to 3hcw a net worth smaller than 
really exists; on the other hand, ii’ the profits have so increas
ed that the goodwill ha3 a greater value than the price paid for 
it, the balance sheet will not 3how as good a condition as really 
exists unless the goodwill is written up.
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